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SUBJECT: Foreign Ald Problencs in South Asia

SUMMARY

India, Afghenistan and Ceylon face financial difficulties,
and their leaders think they can solve their problems with
increased externasl econamic assistance from the US. One has
already requested such aid, and the other twc will prooably
follow in short order. These requests came at a time when
palitical pressure in the West is building up for a slash in
foreign aid -- a fact of which the leaders of none of these countries
appears svare. Rather, they tend to view external assistance --
on an increasing scale -- as samething to be taken for granted.
All three will continue to have a real nced for same external
sssistance. Feilure to receive larger amounts of aid would
increase anti-Western feelings, bul is not likely in the neear
future to lead to major politicel or economic crises.
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India

l. India's foreign aid needs are becaming astronamical.,
It is already the single largest recipient of US assistence in
the world. It receives $500 million a Year in econamic aid,
and in 1964, PL-L480 wheat shipmentz reached the level of
six million tons, same 15-20 percent of the annusl US wheat
crop.* Given India's growing population fnow over 470 million
Peorle) and continuing difficulties in increasing food production,
the present level of PL-480 shipments will probebly have to be
maintained or even increased somewhat for several years to
prevent further food crises. Indeed, our embassy in New Delhi
has recommended that these shipments be ircreased by one million

tons for each of the next two years.

2. Two factors make an Indian request for a major eid
Increase 1likely, Most of the ascistance supplied by Western
countries, recently amounting to over a billion dollers a yrear,
has been in the form of loans , and the schedule of debt and
interest repayments is rising repidly. During India's scheduled

Fourth Five Year Plen(to begin in April 1966), total foreign

* India 8lso receives substantial US military aessistance, both
as loans and grants, of some $100 milljon a year. This
militery aid is not considered here.
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debt servicing will rise to sbout $2.5 billion, or an average of
$500 million dollers anmually. Further, there are a mumber
of indications that New Delhi wants to recelve foreign eid

closer to the per capita magnitude of that given to Pekistan

in recent years, in the hope of accelersting Indis's three-
six percent rate of growth to something like the five-

six percent achieved by Karachi. Were total =xternal asslstance
to India to rise to that 1eve1,* India would receive a total of
nearly $13 billion plus substantiasl food grains shipments for

the five year period 1966-1971.

*  The head of the Indian Plenning Camission has recerntly
stated that India's Fourth Plan foreign aid needs must be
revigsed upwards from its October 1964 estimate of $6.7
billicn. In late April 1965, the Commission said it would
probably need at least $7.8 billion for this period, an
average of over $1.5 billion per year. In April 1965 our
Bmbassy in Declhi steted that India's exchange requirements,
aside from PL. 480 shipments and export earnings, will be
sbout $9.5 billion dollers in the Fourth Plan. The Embassy
believes that sbout $2 billion can be obtained from private

Awme awmd mosemnnn st +ha OAnes (pr‘{mnrila’

m’es‘-v‘,o CASRAL IVWA VO Vwcr than Vab\. vv;mcrtim-
l the USSR) This would leave needs of nearly $7.5 billiom, or

$1.5 billion & year -- of which the US would pay at least
kalf. US Embessy is probably somewhat unrealistic, since
India's ability to attract such a high level of private
investment in the near future is questionatle. At present,
there is & small net ocutflow of private exchange resources.
While the situation will probebly improve, India is unlikely
to receive mors than a hundred million a year in net privete
investment., Further more, debt servicing charges will be
larger than those cited. However, Soviet aid will increase.
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.+ India's actusl aid request (which will be made later
in I "3) will probably be based on a balance between what

New Lelhi thinks it will need and vhat it thinks it cen get.
Whiie same of its leamders recognize the difficulty of getting
Xc ¢ externsl assistance, Indian ignorance of increased

d' 20or resistance to even present sid levels is widespresad

4d Indien capacity for self deception is considersble. The

- hestri govermment is likely to ask the Aid-to-Indiz Consortium
Jor a combination of debt postponements and ircreased financisl
assistance amounting to between $1.5 to $2 billion a ;-ear or
$7.5 to $10 billion during the plan period. The request will
be justified by pointing out both India's urgent needs and

its importance to the Vest.

k, Soviet aid, which India is now utilzing at the rate
of ebout $200 million a year, will increase. Shastri's Moscow
l visit in May 1965 led to a new agreement which will probadbly
permit New Delhi to draw down about/ §§8§ ;inion anmually from
the USSR and Eastern Burope. This amount is not likely to be
reised again in the next few years. lost West Buropeen couitries
are showing considerable reluctance to enlerg> their Indian

aid programs -- an attitude we think will continue. This would

N
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the
leave cnly/US, which may be asked to pey up to dcible its present

$500 million & year program. Meny Indisn leaders appear uneware
that such a jump would be viewed with little enthusiasm by the
American Congress, Which has just suthorized an 2id program for
FY 1566 of $2.3 billion in economic assistarce for the entire

underdeveloped world.

5. Indie's unsatisfactory growth rate of the last few
years has not resulted exclusively from to~ little external
assistence, though shortages of imported materials have played
a part. However, India's economic advance has been retarded by
a veriety of factors: planning failures, cveremphasis on
industrialization, the govermment's inefficlient public sector
projects, its penslizirg of the mcre vigorous and creative
private sector, its incompetent bureaucracy, its excessive
regulation of econamic life, and its discouragement of private

I foreign investment. If New Delhi were simply provided with
increased foreign aid, it would persist in foiiowing the
smme policies that have led to the present difficulties.
However, the offer of more sid -- on condition thet major reforms
be made in Indien econamic practices -- would probvably bring
about at lemst same econamic liberalization and the release of

repressed energies of the private sector so long desired by
- 5 -
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Western econamists. In particuler, the offer ‘of increased

mn-project aid advenced on the stipulation that it be used

larg=ly by the private sector would stimulete the Indisn econamy.

6. Under these circumstances, Indla's rate of econamic
growth would probebly be samewhere between four-five percext
a year, but in the sbsence of a dramatic breakthrough in sgriculture, the
grovth rete would@ be unlikely to approach the six-seven percent
the plannerg are aiming at, If foreign aid to India continues
at about preseat levels, and no significant debt postponements
ace granted, India's pianners vill jrobebly be forced to
cut back their goels, In this situation, we believe ‘hat India's
rate of growth wouid continue at the present rete., Public
Qissatisfaction would incressce, and over the long term, the
Shastri govermment would be weakened. However, iis temure,
and con*rol of the Irdien political scene would probably not

be threatened for some time,
Afrhanistan
7. Afghanistan’s problems sre less serious than thoce of

India, and its needs are comparstively asmall. It is not rich
in resources, but neither is it saddled with a large, rapidly
growing population., Its economic well being is dependent on trade

with, and assistance from, both Western and Eastern powers.
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Relations with the latter have beengenerally satisfactory. It
contimues to utilize about $50 miliicn worth of Soviet grants
end leans anmually (about double thet received from Western
sourcee.)} Though the USSR has became the Afghan's chief
benefactor and trede partner, it buis no: go“ a stranglehold
on itn neighbor's ecoromy, por hes Moscow attempted to utilize
its econamic leverage for political purposes. Rather, it is
trying to meke Afghenistan a2 showplece of its policy of non-

interference inthe effeirs of Afro-Asizn stetcs.

8. However, Afrhanistar both lacks and badly needs
convertible exchange. Ibul has been paying locel costs for the
many Soviet sponsored infrastructure projects, which bring no
irmediate increese in damestic production, by printing more
money. As a result Afghanistan now suffers from a budgetary
desicit and growing inflation. Hising demend brought on by
these inflationary pressures has led to heavy imports of Western
consumer’s goods; and to depleted foreign exchange reserves.
Most of these imports are paid for by the export of rugs end
kerakul wool. '.Io;rever, export ear.ings have sagged because of
a decline in Karaiul production and to an unrealistic exchange

rate which hes put rmch of this trade into iilegel channels.
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9. The Afghan govermment now says it needs more outside
ald to get back on its feet end to mend its ways. 1t now
receives about $2° million in eid, plus PL 480 shipments amounting
to $20 million from the US per year. It is currently -equestinug:
an additional $30-50 million for the Helmund Velley devdopment
project; 150,000 more tons of Title IT PL 450 wh:at annually for
the next six years; and a $5 millior anguel cumiodity loan fur the
next four years. In return ft prcunises to institute DeCceELuYy
econamic reforms, to include at least scme develueticn of the
currency, reduction of the budgetery deficit, end sharply
increesed domestic taxa“ion. These reforms, if pushed through,
should go far towards getting the Afghans over their present
difficulties. Indecd, these measures were oreviously recommended
by “he International lonetary Fund (IIF), which is now draving
Up & new agreement with the Kebul governmeat. If an tgreement
is reached, the IF itself will Probably advance a part of the
reletively smell emounts of exchange nee”-1 for the next year
or 80. However, the Afghans have so far -zjected en IMF recoampmendae
tion for an extensive and needed develuation of the currency, and

prospects for immediate IMF aid are poor.

10. It is doubiful that that the essentielly weak and

transitional Afghan govermment will feel that it can immediately
- 8 -
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impose susterity messures on the ecountry. It probably prefers

to get further extermal assistance while continuing its present
volicies with only slight modifications. However, Kabul s0

far seens uneware of any new Western reluctance to offer
additional assistance, without getting an improved pertormance

in return.* Were furthexr VWestern gid to be denled -- as appears
orctable -- anti-American sentiments would be aroused, at least
terporarily, and the Soviets would probebly offer to provide

Kabul with meny of the consumer's goods now imported from the
West. However, the USSR may be reluctent tc satisfy the

Afghans need for imported foodstuffs, Most important, the Afghans
have shown considersble resistance to Soviet econamic encroachment --
ip particular, they have refused to divert their
[Karskul exports -- which provide them with most of their kard
currency -- to the USSR. They are not likely to change their

minds nor are likely to hurl themselves into the embrace of the

Soviets.

* in ilate April, the Soviets agreed to a moratorium on some
debt repayments, end to further project essistance, without
quid pro quo's of economic reform.
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11, Peolitiecml power in Afghanisten remains in the hands of

& strong wonarchy which cen irbose needed reiorms if they
appear necessary. In the leng run, it is likely thst King
Zahir Sheh will order such measvres. It is too eer’y to say
vhether they will Ye made in the coniext of greater or less
state control, and wore or less extensive trade ties with the
USSR. In ary case, Afghanistarn is likely to get over its
current difficulties orought ou by inflation and multilateral
exchange shortages, whether or not it receives edditionel

externel assistance,
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Caylnn

12. Ceylon slso faces serious economic problems. However,
the goverrzernt of Ceylon is also probably lecs eble to impose needed,
put unpopular measures on the general public, and its foreign
exchange nceds are greater than those of Afghenistan. The nevly
elected, relatively pro-Vestern Seneneyske regime hes inherited a
situation vherain its leftist predeccssor ignored long ternm
develomment programs. Rather, it used the income from its extencive

import earnings end its foreizn exchange reserves to pay for

increesingly expensive social welfare and food import subsidy schemes.

These reserves are nov almost exheusted, end the country accordingly
suffers from increasing inflation, consumer gocis shortages, and
unenployment. In the short term, Colombo could either drasticaily
cut back on these s1b-idy end welfare measures -- an act of politiceal
suicide -- or get «mergency external aessistance as a substitute for

its depleted reserves.

13. An IMF representetive has tentetively estirated Ceylon's
immediate needs at a total of $50-70 million for the next year
in order to maintain price stability and economic activity. The
IMF, which i1s sending a tcar of experts to make a definative survey,

1s prepared to advance up to $30 million during the next year, and
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hopes that Western pudblic and private sources will contribute the
remairder. The Ceylcn govermment, not surprisingly, puts its needs
much higher -- et some $72-94% mil1lion in commodity and foreign
exchange assistance -- for extraordinary food purchases ( made
necessary by natural disasters) and for replenishking those shortages,
e.g., in fertilizer, spare parts and equipment, vhich now hamper
domestic productive capacity. If Ceylon is to receive this aid, the
US would have tc provide a substantial part of it. Until recently,
the US has been restricted by law from giving eny eid at all, since
Ceylon had not made a satisfactory settlement with those US oil
companies whose pronerties it had nationalized. A rtually satisfectory”
egreement appears to have been reached, hovever, end this cbstacle

has been removed.

14. Both th. IMF and the US insist that large scale assistence
must be accompenied by major irternal reforms: that is, Ceylon's
govermment must, over a period of time, reduce or eliminate its
expensive consumer food subsidy schemes. These freed resources
should then be diverted to long term, capital producing development
programs. However wise such moves might be from an economic standpoint,
they would be politicaily very difficult, since Ceylonese public opininn
strongly fevors retention of present subsidies -- no matter what the

US government and taxpayer think.
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15. On balance, the Sensnayake govermment appears likely %2

get some initial emergency assistance form the IMF, West Germany,

the UK, and some benks and other private investors. If it also
receives considerable FL 480 assistance, it can deal with its economic
problems for the next six months or a year. However, the odds do

not favor its carrying through the reforms -- ‘nsisted on by the
donors ~-- to receive continued large scale financial assistance.

More likely will be a continuation of recent policies, with Ceylon
spending its substantial current foreign exchange earnings (from the
sale of rubber, tea and coconuts) on consumption rather than on
maintenance, investment, and develormentel expenditures. This will
be the case even though the Senanayeke govermment itself kunows what
should be done, and will probebly do what it cen to bring about needed
reforms. It has little room for maneuver, however, and will probably
not be sble to aeccomplish much. Barring o sharp rise in commodity
prices, we do not expect a dramatic improvement in Ceylor's

economic status. However, it is relatively affluent by Asian standards,
end cen probably continue in this manner for some time without

facing an acute crisis.
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Conclu_s_jﬁn

16. Afghanistan, Ceylon and India will probably devote
considersble energies to acquiring foreign aid in coming years to
overcome their econaomic problems, even though Western resistance
to such aid is increasing. Producers and exporters of raw materials,
they are vulnerable to shifts in terms of trade, and have little in
the way of foreign exchange reserves to fall back on. Further, there
is little prospect for improvement in the next few years. Their
industriaelization programs have not made them econcmically independent.
Their new industries now require large amounts of exchange to purchase
spare parts and rawv materials needed to keep them functioning. Even
vhen operating at full capacity, these industries will not generally
be competitive in Western markets. Prospects for improved export
earnings remein poor, and dependence on external rescurces will

continue, and probably will increase.
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